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Abstract

Growth of the franchise restaurant industry
and merger activity among restaurants raise
questions concerning concentration in the
Louisiana restaurant industry. Firm employment
data from the Louisiana Department of Labor for
selected urban and rural parishes for 1975-86 and
the concentration ratio, herfindahl index and the
entropy measure were used for these concentra-
tion estimates. Concentration was, in general,
low in urban parishes and higher in rural par-
ishes. Concentration decreased from 1975 to
1986 in five of the seven urban parishes and
increased or was unchanged in five of the eight
rural parishes, Ceteris paribus, this would imply
higher profits in rural as opposed to urban par-
ishes. The correlation between the concentration
ratio and a customer density measure was posi-
tive indicating competition for business was lower
in the more concentrated markets.

Introduction

Not so many years ago, visiting a res-
taurant was, for many people, an event treasured
by all members of the family, particularly the
weary homemaker. Restaurant meals were
reserved for special occasions or when traveling
away from home. Restaurants were mostly of
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the sit-down type and menu selections were
somewhat limited as all food preparation was
done on the premises.

During the intervening years, a number of
changes have occurred that changed the
organizational structure of the restaurant
industry and the demand for its services. Per-
haps the most important change in the organiza-
tion of restaurants came with the development of
franchised “fast food restaurants. The demand
for restaurant services also increased as more
wives entered the labor force, family incomes
increased, and family size decreased.

As a result of changes both within and
exogenous to the restaurant industry, the
industqy has grown rapidly in both urban and
rural areas. The franchised “fast food segment
of the industry has become one of the most read-
ily recognized institutions in the United States.
While there were 253,136 separate eating places
in the United States in 1972, handling food with
a retail food value of $30.39 billion, the number
of eating places had increased to 332,611 by 1987
sewing food valued at $139.28 billion (Census of
Retail Trade).
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Statement of the Problem

The growth of the franchise organizational
form and extensive merger activity among its
members raises questions concerning the status
of the industry’s changing structure. Market
structure is most commonly measured by using
the Concentration Ratio to gauge seller con-
centration. The Concentration Ratio measures
the proportion of sales, assets, employment, pro-
fit or value added held by the n largest firms in
the market, where n is usually 2, 4, 8, or 12
firms. Industrial Organization theory indicates
that the market power of firms increases when
concentration in a market area increases; this
usually leads to higher menu prices and/or
increased firm profits.

Objectives

1.

2.

3.

The objectives of this study were threefold:

To describe the structure of the Louisiana
restaurant sector over the 1975-86 period;

To estimate restaurant concentration in
selected Louisiana parishes in 1975, 1980,
1984 and 1986; and,

To estimate the relationship in Louisiana
between restaurant concent~ation and cus-
tomer density in urban and rural areas in
1986.

This paper evaluates change in concentra-
tion in the Louisiana restaurant industry over
the 1975-86 period for selected urban and rural
parishes, where the parish is assumed to be the
appropriate market area. The measures normally
used to measure concentration (Concentration
Ratio, Herfindahl Index and Entropy Measure) do
not account for differences in the demand for
restaurant offerings within a market area;
instead, firm numbers are expected to adjust to
compensate for differences in demand. Popula-
tion density in the market area is compared to
concentration measures in this study.

Methodology

Data for selected years over the 1975-86
period were obtained from the Louisiana Depart-
ment of Labor, Office of Employment Security.
Firm employment data for restaurants in seven
urban parishes (Caddo, Calcasieu, East Baton
Rouge, Lafayette, Orleans, Ouachita and Rapides)
and eight rural parishes (Allen, Avoyelles,
Cameron, Lafourche, Natchitoches, St. Mary,
Terrebonne and West Carroll) were obtained.
These parishes represent the state’s major urban

areas and two parishes in each of four rural
areas of the state (north, central, southwest and
southeast). Firm employment data were used as
a proxy for the unavailable firm sales data.
Given that large firms tend to use labor more
efficiently, through specialization and more exten-
sive use of technology, concentration measures
based on employment tend to underestimate con-
centration measures based on sales. Parish popu-
lation estimates were secured from the Rand
“Commercial Atlas & Marketing Guide.”

Three measures of concentration were used
in the analysis: Concentration Ratio, Herfindahl
Index and Entropy Measure. The Concentration
Ratio is defined as the percentage of total
employment accounted for by the n largest firms
ranked in order of market share. The Concentra-
tion Ratio (CR) was calculated using

n
CR. = ~&

i=l

where n = number of firms being assessed (2, 4,
8, 12, 20) and ~ = market share of the ithfirm.
The CR ranges from a value of near zero (all
firms have equal and small market shares) to one
(n firms have 100% of market share in indust~).

The Herfmdahl Index was calculated using
the following

H= ;S;
i=l

The Herfindahl Index differs from the CR in two
ways

1. Uses individual market share data on all
firms in the industry.

2. The market shares are squared which gives
more weight to the larger firms.

The Hertlndahl Index ranges from l/n to 1 with
unity showing the highest concentration.

The Entropy Measure was determined
using

n
E= x Si log2(l/sj)

i=l

The Entropy Measure ranges from zero (pure
monopoly) to log n (all firms have equal market
shares). Entropy rises with equality in market
shares and falls with inequality in market shares.
Research has shown that these three measures of
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concentration yield results that are highly corre-
lated (Schemer, p. 58).

The authors were unable to locate any
recent restaurant concentration studies on the
local market level. Van Dress described the U.S.
eating out industry in 1979, indicating that 70
percent of these firms consisted of single-unit
firms and only 2.5 percent consisted of firms with
more than 50 units. Approximately 14 percent
were franchisee owned and 12 percent franchiser
owned. The single-unit firms had 47 percent of
sales and firms with 50 or more units had 16.5
percent of sales.

A number of criteria for interpreting the
value of concentration measures has been sug-
gested (for example, Bain, Shepherd and
Scherer). Most of these researchers used the
Concentration Ratio as a basis for their criteria.
Shepherd suggested two criteria used in this
study. He classified a market (industry) with a
CR4 value of 0.6 or higher as being a tight oligo-
poly whereas a CR4 of 0.4 or lower would repre-
sent workable competition. Scherer reported that
a CRI of 0.4 or more would suggest single firm
leadership.

Results and Conclusions

Numbers of restaurants increased in five of
the seven urban parishes over the 1975-86 period
(Table 1). Ouachita parish experienced a 54
percent increase while Calcasieu lost 14 percent,
the latter area suffering greatly from the econ-
omic recession during the period. Only two rural
parishes had increased numbers of restaurants
over the period; numbers were essentially
unchanged in three rural parishes; and three had
fewer restaurants in 1986 than in 1975. Ceteris
paribus, this would imply better economic condi-
tions in the urban parishes and/or shifting popu-
lation from rural to urban parishes over the
period.

The increase in number of restaurants in
urban parishes would be expected to have a
negative impact on concentration. Actually, con-
centration, as measured by the CR, decreased in
five of the seven urban parishes (Table 2).
Orleans parish experienced the greatest drop in
concentration while Calcasieu had the greatest
increase (along with the greatest drop in number
of restaurants). None of the urban parishes had
CR4S greater than 0.4, however.

Concentration increased in three of the
eight rural parishes based on the CR (Table 2).
Two of these parishes experienced a decrease in
the number of restaurants. The largest increase

and decrease in concentration came in Allen and
St. Mary parishes, respectively, Three rural par-
ishes had CR4S greater than 0.6 and three had
CR4S less than 0.4.

As expected, the Herfindahl and Entropy
values compared quite closely with the CR for
the urban and rural parishes (Table 3). Direc-
tion of change in concentration differed between
the CR and the other measures in two urban and
two rural parishes; however, in each case, the
change in concentration as estimated by the three
measures was small.

Concentration is a measure of the structure
of an industry, hence, a measure of competitive
conditions in the industqy. It indicates whether
an industry (or other grouping of firms) could be
characterized by small or large variability in size
of firms within the industry. Low (high) market
power is attributed to low (high) concentrated
market groupings. If concentration is low (high),
firms are expected to have little (more) control
~ver prices, output and entry conditions in the
group.

Actual competitive conditions, however,
depend on the number and size of firms and the
extent of the market facing the firms. The con-
centration measure does not consider the latter.
Ceteris paribus, the smaller (larger) the market
the more (less) competitive firms must be to
make sales, The restaurant sector should be
highly competitive if patron density is low and
highly selective when patron density is large.

Population estimates for the fifteen
Louisiana parishes are given in Table 4. A mea-
sure of the extent of the market for restaurant
services was created by determining the mean
number of potential patrons per restaurant for
each parish. The latter ranged from 511 to 1,260
in the urban parishes and from 908 to 1,871 in
the rural parishes in 1986. If the size distribu-
tion of restaurants were equal within urban par-
ishes and within rural parishes and individuals
within urban and within rural parishes were
equally likely to patronize restaurants, these
values would represent the difficulty restaurants
in given parishes have in securing business (i.e.
patrons).

The correlation coefficient between popula-
tion/restaurants and the CR4 was determined for
both urban and rural parishes. The correlation
coefficient between population/restaurants and
CR4 was 0.4656 and 0.2012 for urban and rural
parishes, respectively. As both coefficients are
positive, concentration incres5es as population
density increases. Therefore, the restaurant
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industry (in the selected Louisiana parishes) had,
in 1986, a higher inequality in firm size in those
parishes where potential patron densily was
higher.

Implications

Concentration studies at the local level
provide useful information for existing firms as
well as prospective entrants. Profits, in general,
tend to be smaller (higher) in low (high) con-
centration markets as firms lack (have) the power
to raise margins above the competitive level.
Concentration was low in the urban parishes
indicating little inequality in employment among
urban restaurants. The rural parishes had
higher concentration and higher customer den-
sity. Averages, however, fail to reveal that the
services provided by individual firms can earn
them either very large or very small margins
depending on customer reactions.

Several limitations associated with this
study include: some small firms do not report to
the Louisiana Department of Labor, employment
data tend to underestimate actual concentration
measures, labor data do not always distinguish
between firm and units for multi-unit firms and
population estimates do not account for consump-
tion by travelers or tourists in urban areas.
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